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Students’ Department
H. P. Baumann, Editor

AMERICAN INSTITUTE EXAMINATIONS

[Note.—The fact that these answers appear in
ancy should not cause the reader to assume that
of the board of examiners.
of the Students' Department.]

The Journal of Account
they are the official answers
They represent merely the opinions of the editor

Examination in Accounting Theory and Practice—Part II
November 17, 1933, 1:30 P.M. to 6:30 P.M.

Answer problems 1, 2, 3 and 4 and two of the problems 5, 6 and 7.

No. 4 (10 points):
The following is a statement of the profit and loss of the Lacdun Company
for the year ended August 31, 1933:
Sales..........................................................................................................
$600,000
Cost of sales:
Materials......................................................................
$195,000
Direct labor.....................................................................
130,000
Factory expense...............................................................
65,000
390,000
Gross profit......................................................................................

$210,000

Selling expenses.......................................................................................
Administrative and general expenses...................................................

$ 90,000
40,000
$130,000

Net profit..........................................................................................

$ 80,000

For the year ending August 31, 1934, it is expected that the sales will increase
33 1/3% in volume, while selling and general expense, as well as the production
costs, are estimated to advance as follows:
The cost of materials and direct wages are expected to go up 20%, but there
will be a reduction of 10% in the material content of the finished product.
Factory expense is expected to be relatively 15% higher.
Selling expense is expected to increase 20% and general expense 25 %.
By what percentage must the selling price be increased in order that the net
profit for the year ending August 31, 1934, shall exceed that of the previous
year by 25%?
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65,000

368
$280,800 $208,000

Estimated cost of sales and gross profit ...................

130,000

$50,000
$108,000

Estimated expenses and net profit .............................

obtained by increasing the selling price
5.80833% ($46,467+$800,000)

the difference............. $ 46,467 may be

As the profit desired is $100,000 ($80,000+25% ), and
the estimated profit is 53,533

10,000

$211,533
18,000

$588,467

$619,667
31,200

86,667
13,000

Selling
$ 90,000

Increase in selling expense (20% ) ..............................
Increase in general expense (25% ) ............................

$99,667

$99,667

$312,000 $208,000
31,200

Gross

Total
profit
$390,000 $210,000

$86,667 $520,000

21,667

T otal ...........................................................................

Less: decrease in materials (10% ) ..............................

34,667

$173,333

43,333

13,000

52,000

$800,000 $260,000

200,000

Direct
Factory
labor
expense
$130,000 $65,000

Increase in cost of materials and direct labor (20%)
Increase in factory expense (15% ) .............................

T otal ..............................................................................

Increase in volume (3 3 % % ) ........................................

Actual ....................................................................................

Sales
Material
$600,000 $195,000

$158,000

18,000
10,000

Adminis
trative
and
general
Total
$40,000 $130,000

Solution:
L acdun C ompany
Statement showing the profit and loss for the year ended August 31, 1933, and the estimated profit and loss for the year ended August 31, 1934
Cost of sales
Expenses

Net

$53,533

profit
$80,000
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No. 5 (6 points):
The premiums on a fire-insurance policy covering a certain building for the
amount of $500,000 on a one-year, three-year and five-year basis are as follows:
One year....................................................... $1,120
Three years..................................................
2,800
Five years....................................................
4,480
In each case the entire premium for the full term of the policy is payable in
advance.
You are asked to compute the annual cost of this insurance to the insured on
each of the three bases, assuming that money is worth 6% per annum.
Given:
P 1 at 6% = .9434
P 2 at 6%=.8900
P 3 at 6% = .8396
P 4 at 6% = .7921
P5 at 6% = .7473
Note.—P 1 is the present value of $1.00 at 6% compound discount for one
period; P 2 for two periods, etc.
Solution:
The annual cost of the one-year policy is, of course, $1,120.00.

Since insurance premiums are in all cases payable in advance, the three and
five-year premium payments represent the present values of annuities due, and
the annual cost represents the rents. The formula for the annual cost may be
expressed as follows:
compound discount
------------ 1------------- + 1 )

(

)

Or, in the case of the three-year policy:

$2,800 ÷

.06

$2,800÷ [.1100/.06 + 1] , or
.06
$2,800 4-(1.8333+1), or

$2,800÷-2.8333, or $988.24, the annual cost of the three-year policy.

Similarly in the case of the five-year policy:
$4,480÷ [1-.7921/.06], or
.06
J

$4,480 ÷ [.2079/.06+1], ,oror
$4,480 4-(3.465+1), or
$4,480 ÷ 4.465, or $1,003.36, the annual cost of the five-year policy.
An alternative solution follows:
The cost of a one-year policy is..................................................
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The annual cost of a three-year policy is:
$2,800 divided by 1 plus the present values of 1 at 6% for
one year and two years, (1+P 1+P 2,) or

$2,800.00
$2,800.00
------- ------------- or------------- or.........................................
1+.9434 + .8900
2.8334
The annual cost of a five-year policy is:
$4,480 divided by 1 plus the present value of 1 at 6% for
one, two, three and four years, (1+P1+P2 + P3 + P4).
_________ $4,480.00_________
$4,480.00
or $1,003.34
or
1+.9434+.8900+.8396+.7921
4.4651
No. 6 (6 points):
Using the data given below, calculate the inventory for a department store,
December 31, 1932, by the “retail” method:
Original
Cost
sales price
Inventory, December 31, 1931........................................ $150,000 $297,000
Purchases 1932..................................................................
400,000
752,000
Mark-ups during the year not included in above sales price were $15,000.
Mark-downs during the year not included in above sales price were $27,500.
Mark-on percentages are to be considered as uniform among the departments;
other factors are equal.
Net sales for the year were $725,000.
Cost of sales for the year was $398,500.

Solution:
Statement showing computation, by the retail method, of the inventory at
December 31, 1932.
Seiling
Cost
price
Inventory, December 31, 1931.......................................
$150,000 $ 297,000
752,000
Purchases 1932..................................................................
400,000
Total..............................................................................
$550,000 $1,049,000
15,000
Add: mark-ups...................................................................
$1,064,000
Total...........................................................................
Rate of mark-on:
Total selling price including mark-ups $1,064,000
550,000
Deduct: cost.........................................
Mark-on............................................... $ 514,000
Rate of mark-on.................................
48.308%
Deduct: mark-downs.........................................................
Balance...............................................................................
Deduct: sales.......................................................................
Inventory, December 31, 1932, at selling prices.........
Deduct: 48.308% of $311,500.........................................
Inventory, December 31, 1932, at cost, by retail
method........................................................................
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27,500
$1,036,500
725,000
$ 311,500
150,480
$ 161,020

Students' Department
Note.—The problem requires that the inventory be computed, using the
“retail” method, as shown in the foregoing. The cost of sales figure given in
the problem is not necessary to the solution.
No. 7 (6 points):
The B & D Corporation’s balance-sheet of May 31,1933, shows the following
items:
Assets
Current assets..........................................................
Fixed assets..............................................................
Formulae and goodwill............................................

$ 10,000
12,000
500,000

Total.................................................................

$522,000

Liabilities
Current liabilities....................................................
Capital stock—common.........................................
Surplus......................................................................

7,000
100,000
415,000

$

$522,000

You find upon examination that the surplus item of $415,000 consists of
"earned surplus” $15,000 and "capital surplus” $400,000.
You are informed that the corporation pays exceptionally large salaries to its
officers and that as a result its net earnings average only about two thousand
dollars per annum.
In preparing the 1933 “Return of capital-stock tax” of the B & D Corpora
tion for the year ended June 30, 1933, under sections 215 (capital-stock tax of
1.000 per 1,000) and 216 (excess-profits tax of 5%) of the national industrial
recovery act, what factors would you take into consideration in advising the
president? Would you suggest a figure at which to declare the value of the
capital stock? State reasons for your answer.

Solution:
Under the provisions of sections 215 and 216 of the national industrial recov
ery act the corporation is taxable at the rate of $1 per $1,000 of the adjusted
declared value of its capital stock, and at the rate of 5 % on net earnings in ex
cess of 12 1/2 % of this adjusted declared value. For every $1 paid as capital
stock tax, the corporation is exempted on 5% of $125 (12of
1/2% $1,000) of
income, and consequently, $6.25 of excess profits tax.
At the time the capital stock tax return was required to be filed (extended to
September 29, 1933), the early repeal of the eighteenth amendment to the con
stitution (and with it the repeal of the capital stock tax and excess profits tax)
was apparent. Hence, the candidate should suggest that the adjusted de
clared value of the capital stock of the B & D Corporation be set at ($2,000 ÷
121/2%) $16,000, upon which the amount of tax for 1933 would be:
Capital stock tax......................................... $16.00
Excess profits tax........................................................

Total.....................................................
if the net income for the year was $2,000.
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Examination in Auditing
November 16, 1933, 9 A.M. to 12:30 P.M.
Answer all the following questions.
No. 1 (10 points):
(a) What items in the balance-sheet of a manufacturing and trading concern
would you normally classify as current assets and current liabilities?
(b) State upon what tests you would rely to determine whether items in part
or in whole were properly classified under such headings.
Answer:
(a) The current assets of a manufacturing and trading concern would nor
mally include the following:
Cash
Notes receivable (less reserves)
Accounts receivable (less reserves)
Inventories
Marketable securities representing temporary investment of current
funds
Under current liabilities would be the following items:
Accounts payable
Notes payable
Bank loans
Customers’ credit balances
Indebtedness to stockholders, officers, etc.
Accrued expenses—interest, salaries, taxes, etc.
Current instalments of bonds or mortgages
(b) Current assets should include all items which will in the normal course of
the business be converted into cash within the current period (usually accepted
as one year from the date of the balance-sheet). Similarly, current liabilities
should include all present obligations which will or which may require a cash
disbursement within the current period.
With these tests in mind, therefore, such items as cash in banks subordinated
or set aside for a particular purpose, receivables maturing later than a year from
the date of the balance-sheet, etc., should not be classified as current assets.
No. 2 (10 points):
In auditing the A Corporation you find that during the year it has taken over
the assets (except goodwill) and the liabilities of the B Corporation in exchange
for an agreed amount of stock of the A Corporation at par. The said assets and
liabilities have been merged with those of the A Corporation, and the latter’s
goodwill account has been increased to balance the balance-sheet after merger.
You are satisfied that all values are sound.
(a) What is indicated as to the consideration paid by Corporation A?
(b) Should it be reflected in the goodwill account of A or not? Give your
reasons.
(c) In what other manner might the transaction be treated on A’s books?
(d) Supposing the conditions upon which your answer to (a) is based to be
reversed, how would you treat the transaction?
Answer:
(a) The issuance of capital stock at a par value in excess of the “sound”
value of net assets received in the exchange indicates either
(1) that the stock was issued at a discount, or
(2) that intangible assets were acquired.
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Because the problem definitely states that no goodwill was purchased, the
answer must be that the stock of Corporation A was issued at a discount.
(b) and (c) The net difference which Corporation A has added to its goodwill
account should be transferred to an account called discount on stock. This ac
count may be shown on the asset side of the balance-sheet or may be charged
against surplus.
(d) If the net value of the assets of Corporation B were in excess of the par
value of the stock issued in exchange, such excess should be credited to a capi
tal-surplus account, such as paid-in surplus, or surplus arising from the acquisi
tion of assets of B Corporation.

No. 3 (5 points):
In the code of ethics of the American Institute of Accountants it is provided
that no member shall advertise his professional attainments. Explain the
principle underlying this rule.
Answer:
The principle underlying the rule in the code of ethics of the American Insti
tute of Accountants providing that no member shall advertise his professional
attainments is that self-praise is unbecoming a member of a profession. The
ability of a member of a profession should speak for itself.
(Note—The editorial “ Questions in Ethics ” appearing on page 8 of the Janu
ary, 1934, issue of The Journal of Accountancy discusses this question and
some of the answers.)
No. 4 (15 points):
You are auditing the accounts of the Smith Corporation for the year 1931,
and ascertain the following facts:
(1) The Smith Corporation owns a one-half interest in the Jones Corpora
tion, which manufactures parts used by the Smith Corporation in its products.
(2) The Jones Corporation had been highly profitable up to December 31,
1928, and has accumulated five million dollars in earned surplus, but in 1931 it
earned only $25,000.
(3) Up to December 31, 1930, the Jones Corporation had never paid any
dividends to its stockholders, but in 1931 it declared and paid two million dol
lars out of its surplus.
(4) The Smith Corporation credited its dividend from the Jones Corporation
to current earnings, and its profit-and-loss statement for the year 1931 shows
the following composite item:
“ Net earnings for the year to Dec. 31,1931, after deducting
discounts, allowances, cost of sales, depreciation, selling and
administrative expenses, and after crediting discounts and
miscellaneous income.................................................................... $500,000 "

(a) Would you or would you not certify this statement? Give your reasons.
(b) If not, then give two modified statements, either of which you would be
willing to certify.
Answer:
(a) I would not certify this statement because it is misleading. The net
earnings figure includes an item of extraordinary income against which are ap
plied items of ordinary operating costs and expenses with the result that this
statement shows net earnings of $500,000 whereas, excluding the extraordinary
dividend, a loss of this amount would have been shown.
(b) If (1) the investment in the capital stock of the Jones Corporation is car
ried at cost, (2) none of its earnings since acquisition have been taken up on the
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books of the Smith Corporation, and (3) the earnings since acquisition have
been in excess of the amount of the dividend paid, I would certify to either of
the following statements:
“Net loss for the year to December 31, 1931, after deduct
ing discounts, allowances, cost of sales, depreciation, selling
and administrative expenses....................................................... $ 500,000
“Dividend received from the Jones Corporation (fifty per
cent, ownership) representing a distribution from the accumu
lated profits of prior years. (The earnings for the Jones Cor
poration during 1931 were $25,000) ......................................... 1,000,000
“ Balance, carried to surplus................................................... $ 500,000”

“Net credit to surplus for the year ended December 31,
1931, after deducting discounts, allowances, cost of sales, de
preciation, selling and administrative expenses, and after
crediting discounts and the dividend of $1,000,000 received
from the Jones Corporation (fifty per cent, ownership) repre
senting a distribution from the accumulated profits of prior
years. The earnings for the Jones Corporation during 1931
were $25,000................................................................................... $ 500,000”

If the Smith Corporation has practical control of the Jones Corporation and
has been following the practice of crediting its surplus account with its propor
tionate share of the earnings of the Jones Corporation, the dividend received
during 1931 should then be credited to the investment account, and only
$12,500 taken up as an earning from the subsidiary during the year.
No. 5 (10 points):
The Dimenslot Company maintains a branch office in a distant city where the
only financial transactions authorized are the collection and banking of receipts
from automatic vending machines, the payment of branch payrolls and ex
penses, and the remittance to the factory of funds in excess of branch require
ments. Monthly reports of cash receipts and disbursements are sent to the
factory.
As auditor you send to your representative in the branch city twelve monthly
reports covering the year under audit with instructions to audit the branch
records. In due course you receive a report stating that the monthly reports
are in agreement with the books and that the balance in bank has been duly
confirmed by the depository. The report also states that the deposits, as
shown by the bank statements, exceeded the receipts, and the cheques issued by
the branch exceeded the disbursements shown by the books. Such excesses
consisted of items of which a list is enclosed without comments, showing in
totals the following disbursements:
Bank loans, partly renewals, finally paid in full....................
Cheques to employees................................................................
Accommodation purchases for employees...............................

(a)
(b)
(c)
(d)

$12,000.00
2,000.00
2,088.99

What would these three items suggest to you?
What should be the contra items with respect to each?
What criticism would you make of your representative’s report?
What further steps, if any, would you take in the matter?
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Answer:
(a) The three items listed would indicate that (1) unauthorized bank loans
were being made, (2) that disbursements were being made to employees which
were not being reported to the home office, and (3) that purchases were being
made by employees in the name of the company.
(b) The contra items (the unrecorded receipts) should be bank credits for the
proceeds of the bank loans, and cash payments by the employees for the
cheques issued to them and for the purchases made for them.
(c) The representative has done nothing apparently to ascertain whether all
vending machine receipts have been recorded and deposited, and whether all
disbursements were supported by proper vouchers. The deposits of the un
recorded receipts may have been vending machine receipts belonging to the
company. He has merely checked the books against the bank statements.
He should have investigated further to determine
1. The authority upon which the bank made the loan,
2. Who paid the interest on the loan.
3. What other outside business interests the manager may have had which
might cause him to use the company’s credit.
4. Whether there has been any kiting of cash.
(d) The representative should be instructed to make a further investigation
along the lines stated in (c). Upon receipt of this additional information, the
matter should be discussed with the client. A better system of internal check
should be suggested which would include the installation of a working fund for
the manager, the daily deposit of all receipts, the withdrawal of these receipts
and the payment of invoices by the home office only. Merchandise could be
controlled by charging all merchandise to the branch at selling prices, and
crediting the branch with all receipts from sales.
No. 6 (10 points):
On March 6, 1933, you start an emergency audit of the A. B. Company and
you are required to render a certified balance-sheet as of that date. You find
the cash on hand to consist mainly of cheques drawn on banks all over the coun
try in payment of accounts receivable which have been duly credited by the
bookkeeper. By proclamations of the president and governors of states all
the banks involved have been closed, and you have learned from confidential
sources that only sound banks will be permitted to reopen. Your client’s own
bank is regarded as perfectly sound. Given full power by your client to use
your own judgment
(a) What instructions will you give the bookkeeper?
(b) How will you treat the items of cash and accounts receivable on the
balance-sheet in giving an unqualified certificate? Give your reasons.
Answer:
(a) I would instruct the bookkeeper to make up a list of cheques on hand,
listing them by banks, showing the amount, drawer, and endorsers (if any).
This list would be very valuable in following up the cheques later when the banks
reopen, and especially in endeavoring to collect unhonored items from customers.
(b) If sufficient time were granted me for the rendering of my report, I
would obtain a bank statement as of March 6th, and thus determine what items
deposited before March 6th had been charged back, and what cheques issued
before March 6th had not cleared. I would then adjust the balance of the cash
account to the actual bank balance, setting out separately the cheques out
standing in the hands of creditors and customers’ cheques on hand.
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On the balance-sheet I would show the cash as follows:
Cash on deposit in X bank (for outstanding cheques see contra)
Cash on hand
Cheques on hand
The accounts receivable would be shown in the usual manner, with a reserve
for uncollectible accounts. A footnote should be appended to the balancesheet referring to the bank moratorium, the fact that the company’s depositary
was considered sound, and to the contingency of the collectibility of cheques on
hand and the receivables.

No. 7 (10 points):
You are auditing the books of a company incorporated in the United States
and of its Canadian subsidiary company for the year 1931. You find that the
accounts of the subsidiary have been consolidated with those of the parent com
pany on the basis of par of Canadian exchange throughout the year, in spite of
the fact that the Canadian dollar has been below par most of the year, and was
at 83% of the U. S. dollar on December 31, 1931.
(a) Should any exchange gain or loss be recognized? If so, should it be
reflected in the consolidated accounts?
(b) Upon what bases should the conversion of fixed assets (including the
credits to the fixed-asset accounts for property retirements and the provision
for depreciation) be made?
(c) Upon what basis would you convert the funded indebtedness, subject to
what exception?
(d) Upon what basis would you convert an inventory of goods of the Cana
dian company purchased during 1930?
Answer:
(a) The exchange gain or loss resulting from the conversion of the subsidiary’s
accounts into American dollars should be recognized.
If there is a gain on exchange it should be carried to a reserve for exchange
fluctuation (unless the amount is relatively very small); the gain should not be
credited to operations, because no profit is realized until the assets are actually
converted. If there is a loss on exchange it should be deducted in the profit
and loss statement just before arriving at the net profit for the year, on the
theory of providing for the expected loss upon conversion of the assets.
(b) Fixed assets, credits for property retirements, and depreciation provi
sions, should be converted at the rate of exchange prevailing at the date of
purchase—that is, they should be converted back into dollars at the equivalent
or actual dollar cost (equivalent or actual depending on whether the payment
was made in American or Canadian funds).
This practice is in accordance with the general accounting principle that
profits should not be affected by the valuing of fixed assets at market prices (or
any fluctuations in the value of fixed assets) and the corollary principle that
depreciation charges should represent a recovery of cost.
(c) Funded debt, if payable in American dollars, should be converted into the
American dollar liability; if payable in Canadian dollars, it should be converted
into the equivalent dollar value at the date of issuance. Currently maturing
instalments should be converted at the current rate. Profits and losses from
conversions of funded debt at current rates should not be taken into current
operations.
(d)
The current rate of exchange should be used in converting inventories.
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No. 8 (10 points):
(a) What is a “stock right,” and how is it declared?
(b) Give the formula for ascertaining the theoretical value of a “right” as
attaching to each old share, explaining the meaning of your symbols.
(c) Give an example in actual figures.
Answer:
(a) A stock right is a privilege extended by a corporation to its stockholders
to purchase additional stock of the corporation. The privilege applies to all
stockholders, or all stockholders of a certain class or classes, equally in propor
tion to the number of shares owned. Stock rights are usually declared by issu
ing warrants to the stockholders according to their holdings entitling them to
purchase a certain number of shares at the announced price. The warrants are
normally transferable.
(b) The formula for ascertaining the theoretical value of a stock right is as
follows:
M-S
R=------n+l

R= value of the right received with each share of stock.
M= market value of stock just prior to issuance of rights.
S= subscription price per share of new stock.
n= number of rights needed for subscription to one new share.
(c)
Example:
Stockholders of X Corporation receive rights permitting the purchase of one
share at $100 for every 4 shares held. X stock is selling at $180. The value of
each right may be found by the use of the formula above:
R__ $180—$100
4+1
_ $80
~ 5

= $16
For verification of this value, take the case of a stockholder with 4 shares.
The value of his holding is 4X$180, or $720. If he exercises his right, and all
rights are exercised, the capital of the corporation will have been increased by
$100 for every 4 shares previously outstanding, and the number of shares will
have been increased 25%. The market price of the stock should then theo
retically readjust itself as follows:
For every 1 share previously valued at....................................... $180
There is an additional 1/4 share with an addition to capital of... .
25
So we now have 1 1/4 shares worth........................................................

$205

Making the value of 1 share $205 + 1 1/4 or $164.
Thus the dilution by the issuance of rights has reduced the value of the stock
by $16 ($180—$164). Therefore if our holder of 4 shares were to sell his rights
he would expect to receive $16 each for them; by subscribing he would pay $100
plus four rights (with a value of $64) and receive in return a share of stock
worth $164 (equal to $100+$64).
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No. 9 (10 points):
(a) The Interstate Holding Company owns capital stock of three subsidiary
companies, A, B, and C, in proportions (to the total outstanding stock of each)
of 95%, 90% and 60%, respectively. In preparing statements of the holding
company for the guidance of its directors in deciding upon the declaration or
omission of dividends, what cognizance, if any, would you take of the following
facts?
1. That the book value of A Company’s stock is less than that at which it is
carried by the holding company because of heavy losses incurred in the current
year through inefficient management.
2. The book value of B Company’s stock is substantially less than that at
which it is carried by the holding company, as a direct result of the subsidiary’s
having declared and paid dividends during the current year in excess of profits.
3. That C Company’s stock, which is carried on the holding company’s books
at an average cost in the open market of $84 a share, is quoted on the New York
stock exchange at $10 at the balance-sheet date. Investigation shows that this
shrinkage is directly attributable to two factors, (1) adverse conditions in the
industry and (2) general financial conditions and other causes entirely unrelated
to the business.
(b) State briefly what your treatment of the foregoing factors would be in
preparing a balance-sheet for the holding company.
Answer:
(a) The dividend policy of any company is principally governed by two fac
tors—the cash position (considering the possible future demands) and the
available surplus. Accordingly, the facts presented with regard to each of the
subsidiaries should be reflected in the following manner:
1. The carrying value of A Company stock should be adjusted by a charge to
surplus for the holding company’s share of A’s net loss after dividends since
acquisition. If an improvement in the management of A Company may be
expected to produce profits in the future, this factor must be borne in mind.
On the other hand, if the inefficient management is to continue, further losses
and drains on the holding company’s funds may be expected.
2. The holding company has apparently credited dividends received from B
Company during the year to surplus. The investment in B Company stock
should be adjusted by a charge to surplus for the excess of dividends received
over the holding company's share of B’s profits. As these dividends represent a
withdrawal of funds and not a transfer of earnings, it must be realized that this
source of funds can not continue very long unless earnings materialize.
3. The market value of C Company stock is itself of no importance, but the
adverse conditions reflected thereby affect the earning prospects of C Company
and consequently of the holding company. The carrying value of the 60% in
terest should be adjusted to reflect the holding company's share of profits and
losses since acquisition.
(b) In the holding company balance-sheet, the accounts of A and B and
probably C should be consolidated, thereby reflecting the underlying asset
values of the separate investments and the true consolidated surplus.

No. 10 (10 points):
The X Company, which owns 90% respectively of the stocks of the Y and Z
Companies, submits consolidated statements showing, among other things:
Income of $9,000 dividend received from the Y Company, which actually
earned $12,000 during the current year.
Net liability to minority stockholders of Z Company $9,000, which is ex
plained to be the difference between the minority capital stock of $10,000 and a
loss of $1,000 for the current year sustained by the Z Company.
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If you find any error in either or both of the above items, state how it should
be corrected.
Answer:
The dividend of $9,000 received from the Y Company should be eliminated in
the consolidated statements, and the parent company’s share of the profits and
losses of its subsidiaries should be taken up as follows: (It would appear from
the wording of the problem that the total loss for the year of Z Company was
$1,000.)
In the income statement:
Y Company (90% of $12,000 profit)................................... $10,800 profit
Z Company (90% of $ 1,000 loss).......................................
900 loss
On the books of X Company:
Investment—Y Company................................ $10,800
Surplus.................................................................
10,800
Surplus.....................................................................
900
Investment—Z Company.................................
900
The minority interests in both Y and Z Companies should be shown at 10 per
cent. of the capital stock and surplus accounts of both companies. In particu
lar, assuming that there is no surplus or deficit account in the case of Z Com
pany prior to the current year, and that the total deficit account of that com
pany is $1,000, the minority interest of 10 per cent. in Z Company would be
shown in the balance-sheet as follows:
Minority interest in Z Company:
Capital stock....................................................................................... $10,000
Less—deficit........................................................................................
100

Total................................................................................................
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$ 9,900

